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THE IMPLICATIONS OF SOVEREIGN WEALTH
FUND INVESTMENTS FOR NATIONAL SECURITY

THURSDAY, FEBRUARY 7, 2008

U.S.-CHINA ECONOMIC AND SECURITY REVIEW COMMISSION
Washington, D.C.

The Commission met in Room 562, Dirksen Senate Office
Building, Washington, D.C. at 9:05 a.m., Chairman Larry M. Wortzel
and Commissioner Patrick A. Mulloy (Hearing CoChairs), presiding.

OPENING STATEMENT OF CHAIRMAN LARRY M. WORTZEL
(HEARING COCHAIR)

CHAIRMAN WORTZEL: Good morning. Welcome to this
hearing on the "Implications of Sovereign Wealth Fund Investments for
National Security.”

My name is Larry Wortzel. I'm the chairman of the U.S.-China
Economic and Security Review Commission for the 2008 reporting
year. Along with Commissioner Pat Mulloy, I'm going to be one of the
cochairs of today's hearing.

Congress has given our Commission the responsibility to
examine the implications of U.S. trade with China for the American
economy and for national security. China has about $1.5 trillion in
foreign reserves and is actually the single largest buyer of U.S.
external debt. Actually right now we probably ought to be pretty
grateful for that.

More recently, the Chinese government has created a fund and a
management mechanism to grow its own sovereign wealth at a higher
rate by branching out of U.S. government debt. Now, the People's
Republic of China isn't unique in creating a sovereign wealth fund for
these purposes. There are dozens of sovereign wealth funds in world
finance, but with $200 billion in its sovereign wealth fund, China is
actually one of only seven countries with over $100 billion in such
funds.



The U.S. economy has to remain open for investment. We've
predicated our markets on that, and | think we all agree on that.
However, some observers have questioned whether one nation's
sovereign investments could lead to influence over key industries,
access to technology or influence over another nation's policies.

Leaders in France and Germany have expressed concerns about
Chinese investments in some sectors of their economies while at the
same time the British Prime Minister has invited China's sovereign
wealth investments in with open arms.

In this hearing, we're going to explore the nature of sovereign
wealth investments in general. We're going to ask whether China's
sovereign wealth investments should be treated differently from those
of other countries, and we'll examine the institutions that the United
States government has in place to ensure that foreign investment does
not affect national security.

Now, we expect this morning three members of Congress in to
talk about the issue, and then we hope he's able to, but Senator James
Webb of Virginia has said that he will come by or try to get by here at
2:30, so although we have other things scheduled, we'll probably
interrupt the hearing at 2:30 if he's able to make it to let him speak
and then go back to our regular hearing.

I now want to turn the floor over to my cochairman, Pat Mulloy.
It's been a pleasure to work with him on this and | always learn a lot
from him.

OPENING STATEMENT OF COMMISSIONER PATRICK A.
MULLOY (HEARING COCHAIR)

HEARING COCHAIR MULLOY: Thank you, Mr. Chairman. I'm
pleased to have the opportunity to cochair today's important hearing
with Larry Wortzel, the chairman of our Commission.

I first want to thank the members of Congress who are going to
testify at today's hearing: Senators Bayh, Brown and Webb and
Congresswoman Kaptur. | also want to thank the Congress for the
support and interest so many members have shown in the work of this
Commission since it was chartered by them in the year 2000.

The subject matter of today's hearing is extremely important and
has attracted much attention in the press and in the policy community
in recent months.

We will in this hearing try to gain a better understanding of how
nations acquire the dollars to build these sovereign wealth funds and
what large investments by these foreign government- controlled
vehicles portend for our nation. This isn't like private investment.
These are government controlled and owned vehicles with these
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investments.

My own view is that the Chinese policy of keeping its currency
undervalued by buying dollars has contributed to our nation's vast and
growing trade deficit with that country. Last year our trade deficit
with China was $270 billion. This year it will probably reach 300
billion.

Since 1995, our cumulative trade deficits with China are well
over $1 trillion. These large and growing trade deficits have helped
China accumulate foreign currency reserves of about $1.5 trillion,
which are growing at about a billion dollars a day.

Now, China has recently taken $200 billion from its foreign
currency reserves and put them into a sovereign wealth fund, but they
have so many more foreign currency reserves, they can add to this fund
at any time. So just talking about a $200 billion fund | don't think
really gets the magnitude of the potential problem here.

On October 26, 2003, Fortune Magazine carried an article by
Warren Buffett, whom | always admire and pay attention to; his article
was entitled, "Why I Am Not Buying the Dollar: America's Growing
Trade Deficit is Selling the Nation Out From Under Us."

In that article, Mr. Buffett warned that America's continuing and
massive trade deficits were causing a massive outflow of our national
wealth.

He likened our country to a rich family that is selling off
portions of its farm to support a lifestyle it was no longer earning.

On October 24, 2007, the Washington Post, which is hardly
known at a protectionist newspaper, published an editorial entitled
"Countries Buying Companies,” which was on the subject of sovereign
wealth funds.

In that editorial, the Post said, quote:

"Sovereign wealth funds, however, offer governments a way to
take over businesses for political as well as economic purposes. The
accumulation of so many dollars in foreign hands is the result of years
in which the United States has imported more than it has exported."

One observer has noted that our country is collectively behaving
like the Indians who sold Manhattan Island for some gaudy trinkets
that at that time appeared attractive to them. We are allowing this to
happen because we as a nation have failed to develop policies to deal
with the mercantilist trade practices being used against us by other
nations such as China.

Until the United States makes it a national priority to reduce our
trade deficits, we're going to have to live with increasing foreign
ownership of our economy. So we must then try to ensure that we have
laws and regulations in effect that at least limit foreign purchases of
U.S. assets whose ownership could threaten the national security.
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Congress is aware of this problem and last year updated the law
governing the Committee on Foreign Investment in the United States.

Today, we're going to hear from witnesses who are going to
speak on all aspects of this issue. This is not a one-sided hearing.
This is a hearing in which all sides are going to be represented. The
Commission will take all such views into account when it later
formulates its own recommendations to the Congress. | see that
Senator Bayh is here so | am so happy to welcome him and thank him
for being with us.

Senator, if I can introduce you and then we can get started. |
want to thank you very much for honoring us with your presence here
today. Senator Bayh was first elected to the United States Senate in
1998 and is currently serving in his second term.

In 1986, he was elected Indiana Secretary of State. In 1988,
Senator Bayh was elected Governor of Indiana. As governor, he
stressed fiscal responsibility and job creation. During his time as
governor, 350,000 new jobs were created.

The Senator currently serves as the chairman of the
Subcommittee on Security and International Trade and Finance of the
Senate Banking Committee. Just this past year, he held two hearings
very closely related to the subject we're dealing with today.

In May, he had a hearing on China's exchange rate practices, and
then in November, he chaired the full committee hearing on sovereign
wealth funds. The Senator is well positioned to understand the
national security implications of these matters as he serves on the
Senate Armed Services Committee and the Senate Select Committee on
Intelligence.

As a long-time former staffer on the Senate Banking Committee,
I welcome you, Senator, and thank you for being here.

PANEL I: CONGRESSIONAL PERSPECTIVES

STATEMENT OF EVAN BAYH
A U.S. SENATOR FROM THE STATE OF INDIANA

SENATOR BAYH: Thank you, Commissioner Mulloy, for that

moving eulogy. | really appreciate it. You're much too kind this
morning. Chairman Wortzel, thank you for your hospitality today and
your invitation, and to the members of the Commission. | appreciate

this opportunity to testify. More importantly, I'm grateful for the good
work you do on behalf of our country and this very important
relationship, one that may very well be defining for our country and
for much of the rest of the world over the next 50 to 100 years.
Commissioner Mulloy, it's good to be with you again. As you
- 4 -



pointed out, you have been kind enough to come testify before our
subcommittee on two occasions, and your testimony was Vvery
informative. | personally chalk that up to the fact that you are a good
Notre Dame man and so your Hoosier roots are much appreciated, and
it's good to be with you again here this morning.

Ladies and gentlemen of the Commission, imagine for a moment
what would happen were a candidate for President of the United States
to propose that our federal government begin buying up shares in
major U.S. companies. Denunciation would be swift amid cries of
socialism. Critics would warn of the potential for undue political
interference in private economic decision-making.

As chairman of the Federal Reserve, Alan Greenspan said, quote,
"The federal government should eschew"--that's Fed-speak for avoid--
"private asset accumulation because it would be exceptionally difficult
to isolate the government's investment decisions from political
pressures.”

In 2001, Treasury Secretary Paul O'Neill told Congress, quote,
"Government has no business owning private companies.” He got no
arguments.

As Americans, we realize the folly of allowing our government
to own our industry. Yet paradoxically some appear far less alarmed
by the prospect of another country's government doing exactly the
same. Foreign governments operating sovereign wealth funds have in
recent weeks been purchasing sizable stakes in U.S. companies,
particularly in the financial services sector, and hardly a question has
been asked. It's time that we started to.

Since our colonial days, we have always welcomed private
foreign investment. This tradition stretches all the way back to 1606
when King James granted a charter to the Jamestown Company to
finance the first British colony.

Our earliest forefathers realized full well that capital from
abroad is instrumental to a growing American economy. But more
recently, it's been foreign governments, not private companies,
amassing large financial reserves and looking to invest. Driven by
America's unprecedented trade imbalances and costly energy imports,
this trend is almost sure to continue with amounts totaling well into
the trillions of dollars.

Now, it would be folly to prohibit these investments. Allowing
these funds to be reinvested in America mitigates the consequences of
transferring so much wealth abroad for energy and consumption.

It also strengthens our economy, creates jobs, improves
productivity, and keeps interest rates low. But neither these long-term
economic benefits nor our short-term need to weather the subprime
crisis should obscure the fact that investments by foreign governments

- 5 -












One series of enforcement issues associated with sovereign
wealth funds are similar to issues associated with hedge funds. We are
concerned that some sovereign wealth funds, or persons associated
with them, like some hedge funds or persons associated with them, may
undermine market integrity by engaging in inside trading or other
market abuses.

Sovereign wealth funds, like hedge funds, have by virtue of their
substantial assets substantial power in our financial markets.
However, in addition to this financial power, sovereign wealth funds,
unlike hedge funds, have power derived from being governmental
entities which may give them access to information that is not
available to other investors.

There is the potential for these powerful market participants to
obtain material non-public information either by virtue of their
financial and government powers or by use of those powers, and
thereafter engage in illegal insider trading using that information.

To put a little bit of that in context, in our last fiscal year, we
brought 47 insider trading cases involving 110 defendants or
respondents. Those cases showed a disturbing number of market
professionals including professionals associated with hedge funds
engaging in illegal insider trading.

Another series of issues associated with sovereign wealth funds
relates to the need for law enforcement authorities to work together in
order to effectively police our increasingly global markets.

Each year the Securities and Exchange Commission makes
hundreds of requests to foreign regulators for enforcement assistance
and responds to hundreds of requests from other nations. To facilitate
this type of assistance, the Securities and Exchange Commission has
entered into more than 30 bilateral information sharing agreements as
well as the IOSCO Multilateral Memorandum of Understanding.

In our last fiscal year, we made 556 requests of foreign
regulators and received 454 requests from foreign regulators. These
numbers reflect a 24 percent increase in requests to foreign regulators
from our 2002 fiscal year and a 28 percent increase in request from
foreign regulators from our 2002 fiscal year.

Returning for purposes of illustration to our insider trading cases
from last year, of the 47 cases, 16, or about 34 percent, had an
international component. The international aspects of our insider
trading cases involve many countries and no particular country stands
out.

Of the 110 defendants or respondents, 24, or approximately 22
percent, were residents or citizens of foreign countries.

To cite a very current example of our international work, this
week, we filed a settled action related to alleged insider trading in the
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securities of Dow Jones, a United States registered issuer, ahead of the
public announcement of an acquisition offer by News Corp.

The SEC's complaint alleged that a Dow Jones board member, a
prominent business and political figure in Hong Kong, tipped a close
friend, another prominent Hong Kong businessman, about the News
Corp. acquisition offer before it was publicly announced.

Based on this inside information, the friend bought $15 million
worth of Dow Jones common stock through a brokerage account in the
names of his daughter and son-in-law, who were also residents of Hong
Kong. Ultimately, the purchased shares generated an illegal profit of
$8.1 million.

This week's civil action was against the board member, his friend
and the friend's daughter and son-in-law. Without admitting or
denying the Commission's allegations, the defendants settled the
actions for a variety of sanctions including payments of close to $25
million.

In conducting the investigation, the SEC requested and received
assistance from the Hong Kong Securities and Futures Commission.

Given the inherent difficulties of conducting a cross-border
investigation, this kind of cooperation is essential for our
effectiveness and the need for that kind of cooperation is increasing.

In the context of sovereign wealth funds, we are concerned that
if the government from which we seek assistance is also controlling
the entity under investigation, the nature and extent of the cooperation
could be compromised.

Indeed, in other contexts, we have seen less than optimal
cooperation when foreign governments have an interest in the issue or
person we are investigating.

The issues raised by the growth of sovereign wealth funds are
under consideration in a number of venues including the President's
Working Group on Financial Markets, of which the SEC is a member,
as well as in the G-7, the World Bank, the OECD, and the IMF. The
outcome of these analyses may be a generalized agreement about the
kinds of strong fiduciary controls, disclosure requirements,
professional and independent management, and checks and balances
needed to prevent corruption, all of which may help protect both
investors and markets.

We are, of course, committed to vigorously pursuing our mission
of investor protection and look forward to continuing and deepening
our relationships with our counterparts around the globe.

Thank you so much for inviting me to appear today and I would
be happy to take any questions. Thank you.
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[The statement follows:]?
Panel Il: Discussion, Questions and Answers

HEARING COCHAIR MULLOQOY: Thank you, Ms. Thomsen, for
your statement. Commissioner Wessel.

COMMISSIONER WESSEL: Thank you both for being here.
Very helpful testimony on the very timely topic that is gaining more
and more attention day by day.

I'd like to gain some knowledge from you about how these funds
work and how we might look at some of their investments. Last year,
before this Commission, an official with the Defense Intelligence
Agency testified that the transaction involving Blackstone, for
example, where there could be derivative ownership as a result of
Chinese investments in that, meaning that Blackstone would then go
out and buy certain companies, might invest in certain transactions, et
cetera, might create issues that have national security repercussions.

I'd like to understand from you whether the administration is
looking at that--the official said at that point there was going to be a
working group to look at that within the administration as it related to
CFIUS--what the result of that has been and whether CFIUS and other
statutes need to be looked at more broadly in terms of how these, the
participation in some of our hedge fund, private equity, merchant
banks, et cetera, that China may gain some access that would not
necessarily trigger direct scrutiny under the old standards?

DR. DOHNER: 1| can give you a partial answer, I'm afraid, not a
very satisfying answer. My responsibility at the Treasury is Asia. I've
been involved directly in the discussions with China. I've also been
involved with the sovereign wealth fund discussions.

I have not, am not, involved in CFIUS matters at the Treasury,
but I can tell you that we cannot comment on particular transactions
that either are or might be subject to CFIUS review.

In general, to your first point about how sovereign wealth funds
operate, | think it's important to recognize that these funds have grown
out of official foreign exchange reserves and the desire to earn a
higher return and accept more risks than official foreign exchange
reserves have ordinarily borne.

They have generally been conservative and generally been
passive investors. Now that's no indication that that may not change,
but that | think has characterized the operation of sovereign wealth
funds to date.

COMMISSIONER WESSEL: I'm not seeking any comment on

2

Click here to read the prepared statement of Ms. Linda Chatman Thomsen
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specific CFIUS transactions. What I'm interested in and the question is
we've seen a number of transactions, whether it's by China or others,
called into question either within our security system, political system,
et cetera.

Some have been concerned about cash and carry transactions that
our companies are going to be bought, productive enterprises moved
overseas. There have been some who have been concerned about brand
acquisition as a way of gaining immediate access to the U.S. market
for companies that don't have a U.S. presence.

If these sovereign wealth funds now, rather than doing direct
transactions, do them through U.S. intermediaries, whether it's a
merchant bank, whether it's a hedge fund, et cetera, is that something
that you're looking at to determine what derivative impact that might
have, that they're using, if you will, it's a U.S. shell or a U.S. front to
do what they might have trouble doing otherwise?

DR. DOHNER: Thank you for that question. There are a couple
points that I would make. First, the debate about what foreign
investment review should cover is a long-standing one. The Congress
approved the Foreign Investment and National Security Act in the
summer with broad bipartisan support.

That legislation maintained the focus of the CFIUS process on
genuine national security concerns and did not include broader
concerns of economic security or industrial policy.

We're now in the process at Treasury of issuing implementing
regulations for the Foreign Investment and National Security Act. We
will publish those for comment and we encourage your comments and
other comments on the kind of transactions that should be subject to
CFIUS review.

COMMISSIONER WESSEL: Ms. Thomsen? Any questions also
as it relates to materiality and how those investments may be viewed,
market integrity and the desire for investors to have full information?

MS. THOMSEN: | should start, of course, by reminding
everyone I'm an enforcement lawyer and worried about issues of
whether or not a particular transaction has violated the securities laws,
and | take your question, commissioner, to relate largely to issues of
passivity, whether or not the investments are passive or more active, et
cetera, and from a law enforcement perspective, | can anticipate or
foresee or imagine almost any kind of investment as raising the
potential for a securities law issue.

So, for example, without regard to any particular investment, any
particular fund, or indeed sovereign wealth funds generally, you could
have a long-term passive investment, but should you come into
information about the company that you're invested in, bad news, for
example, and you then sell that investment, that raises issues from an
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insider trading law perspective without regard to how you got into the
investment in the first place.

On the broader policy issues that you've raised, | did attach to
my statement statements made by Chairman Cox that address some of
those issues more generally, but I am most concerned with issues of
illegal trading as opposed to policy issues.

COMMISSIONER WESSEL: 1 understand, but let me then just
ask a quick question regarding materiality. Let us say that a China
sovereign wealth fund, CIC, invests in a U.S. merchant bank or
investment house, and their funds are segregated within, as they often
are, into certain classes of funds, and that fund were then to investin a
U.S. defense program.

That | assume would be a material issue that an investor would
want to know, but it would not necessarily be triggered under the
normal, if you will, standard we're looking at these days. We're seeing
a changing standard of materiality, | think, over time.

MS. THOMSEN: Again, now you raise an issue that | wish I had
my counterparts in the Division of Corporation Finance here for. But
to the extent the nature of the issuer's business is changing or the risk
that the issuer has by virtue of the business it's in or the businesses
that it is going--that it is considering based on its shareholder base,
that raises disclosure issues for the issuer, and those, materiality is an
ever-changing issue, always has been, and it's an issue of all the facts
and circumstances taken into consideration, so that could very well
raise issues that disclosure counsel for the issuer would have to
consider.

HEARING COCHAIR MULLOY: Thank you. | should have
made this announcement when | was introducing Dr. Dohner. In
arranging for you to be here, we did talk with Deputy Assistant
Secretary Bartling and made clear that you were speaking on the
sovereign wealth fund issue, that if you did not have the capacity to
answer certain other questions dealing with CFIUS, that you could take
those back to the Treasury and provide answers for the record.

DR. DOHNER: Yes, I would be happy to do so.

HEARING COCHAIR MULLOY: We should note that. Thank
you. Commissioners, let’s try to keep within our five minutes, because
there's a lot of interest in asking questions. Commissioner Fiedler.

COMMISSIONER FIEDLER: Ms. Thomsen, a hypothetical
enforcement question. Assume my facts are correct, which they may
not be. So you have three entities, three Chinese entities. One is
called CITIC, the other is called the China Development Bank, and the
other is called CIC, and they each buy 4.9 percent of a U.S. company
over several months at different times.

Ultimately, each of those entities is owned or is under the
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control of the Chinese State Council. Should they have disclosed that
they were a group?

MS. THOMSEN: Again, | really wish | had some of my
colleagues from the Division of Corporation Finance. It raises an
issue that we've seen not only in the context of sovereign wealth funds
but for other funds, hedge funds and others, who may be acting in
concert or in a coordinated fashion as to whether or not, if you
accumulate related investments, they have crossed the disclosure
threshold, and that issue is reasonably fact specific and depends on the
circumstances. But it is, certainly there's a potential disclosure issue
which is certainly true.

COMMISSIONER FIEDLER: Okay. Let me ask you another. In
your formal testimony, you refer to Section 13 of the Act, and let me
get at that in two ways.

MS. THOMSEN: Sure.

COMMISSIONER FIEDLER: One, we require or the SEC
requires, the law requires investment managers in the United States--I
don't know if the figure is 100 million, $150 million of other people's
money to register--

MS. THOMSEN: Right.

COMMISSIONER FIEDLER: --to disclose, and to file 13(f)s on
a quarterly basis of all the holdings of their stocks and bonds. So we
already require transparency and disclosure of investment managers of
pension fund monies. Conceptually, what's the problem of having a
sovereign wealth fund or any government-controlled entity filing a
13(z), a new number, listing all of its subsidiaries and all of its
holdings in the U.S. public securities markets on a quarterly basis?

Is that a great inhibition to investment?

MS. THOMSEN: That's a policy issue that | truly leave to those
who are interested in the issues associated with disclosure. We are as
a base matter a disclosure agency. You know it is, is what we--

COMMISSIONER FIEDLER: Then let me address it to Mr.
Dohner even though we'll get out of the details of Section 13. The
disclosure question, the transparency question of them disclosing to
the SEC?

DR. DOHNER: Certainly the disclosure, we think the
transparency of sovereign wealth funds including asset holdings is
very important and should be a part of best practices for these funds.

COMMISSIONER FIEDLER: But best practices are
unenforceable so | was talking about an enforceable U.S. government
activity to compel transparency at least as they operate in the United
States of America?

We make lots of people have these disclosures. Why are we so
hesitant as a matter of policy to have the Chinese government--why are
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we requiring more of individuals in the United States than we are of
the Chinese government?

DR. DOHNER: Again, | would prefer not to answer for the SEC
on this question. | believe that disclosure is desirable for sovereign
wealth funds, and | believe personally that sovereign wealth funds
should be subject to the rules regarding any large institutional
investor.

COMMISSIONER FIEDLER: One last question.

MS. THOMSEN: 1 should note that to a certain extent under the
current rules disclosure is already required in some circumstances
regarding holdings from sovereign wealth funds.

COMMISSIONER FIEDLER: On transaction basis?

MS. THOMSEN: On transactional basis and to a certain extent
there may be some circumstances where there are disclosure
requirements associated with 13(f).

COMMISSIONER FIEDLER: There is no current disclosure
requirement for CIC, for instance, to list all of its subsidiaries
anywhere in the world all the entities through which they buy. For
instance, SAFE, a company that bought into the banking system of
Australia, | believe, which is their foreign exchange company, has a
subsidiary in Hong Kong called Bo An. We found it by accident by
looking for it, but nowhere could you look in U.S. government filings
and find any information about it.

Thank you.

HEARING COCHAIR MULLOQOY: Thank you. Commissioner
Reinsch.

COMMISSIONER REINSCH: Thank you. Let me pursue that
just a minute with more of a more general question for Ms. Thomsen.

First, do you think the disclosure requirements that you already
have in place by statute and regulation are adequate to deal with
sovereign wealth funds or do they pose a challenge that would require
something more than what you already are doing?

MS. THOMSEN: Again, I'm trying to stick to my sort of comfort
level or certainly my base of expertise.

COMMISSIONER REINSCH: | know, but you're the enforcement
person.

MS. THOMSEN: Right.

COMMISSIONER REINSCH: Do you have the tools that you
need to do the job that you're assigned to do?

MS. THOMSEN: And that's a better question.

COMMISSIONER REINSCH: Right. Thank you.

MS. THOMSEN: And indeed where we are right now is | think
we have the tools to enforce the laws that we have on the books. The
big concern or one of the concerns, as | identified in my testimony, is
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to the extent we need to work internationally in order to enforce the
rules that we have, one of the challenges may be that we foresee is that
we are going to be asking governments for assistance to investigate
funds that they control.

COMMISSIONER REINSCH: Yes.

MS. THOMSEN: And that could be a challenge.

COMMISSIONER REINSCH: Your testimony noted that. Have
you encountered that? |Is that a hypothetical problem or have you
encountered that as an actual problem so far?

MS. THOMSEN: | think, what | do say and can say is that
outside of the context of sovereign wealth funds, that has been an
actual problem.

COMMISSIONER REINSCH: But not inside the context of
sovereign wealth funds yet?

MS. THOMSEN: 1 think it's fair to say it's something we can
anticipate.

COMMISSIONER REINSCH: What do you do, without getting
into the specifics, when you encounter that problem with the other
government?  Can you enlist other pieces of the United States
government to assist you or are you on your own?

MS. THOMSEN: We do a variety of things. We try to get the
information we need through other sources, and oftentimes in an
enforcement investigation, there are multiple channels you can pursue
so we pursue alternatives. We also try to work with our counterparts
to persuade them of the value of providing cooperation, provide them
with assurances. Sometimes issues that arise are misunderstandings
about how we will use information.

I mean one of the great success stories of the past several years
is by virtue of the fact that we have increasingly global markets, all of
us need to work with other more often that we ever used to, and based
on that experience we have learned how each other's systems work. |
mean one of the issues that we have run into is the fact that people
don't understand--we don't understand how their system works; they
don't understand how our system works. And Dbased on that
misunderstanding or lack of understanding, it sometimes takes longer.

COMMISSIONER REINSCH: Have you found that your
regulatory counterparts or your enforcement counterparts in other
countries, particularly in Europe and Asia, have the same level of
concern about this problem and are proceeding generally equally
aggressively?

MS. THOMSEN: It varies country to country. It varies issue to
issue. | think what is consistent is the concern on the part of
securities enforcers that we cannot operate strictly within our national
borders, that our markets are all global, and that all of our markets
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depend or their integrity depends on worldwide integrity.

COMMISSIONER REINSCH: Is there some relevant
international body that everybody that matters belongs to including the
countries that operate these funds where these kinds of issues can be
addressed or taken up?

MS. THOMSEN: Certainly, the 10SCO MMOU is one way
through which we are all--

COMMISSIONER REINSCH: China is a party to that?

MS. THOMSEN: China is a party to that, became a party in
2007, | believe.

COMMISSIONER REINSCH: And the various Arab states that
also have sovereign wealth funds are there as well?

MS. THOMSEN: There are at least 40 securities regulators who
are signatories to that MMOU, and I, as | sit here, can't name them all
unfortunately.

COMMISSIONER REINSCH: You don't have to. That's all
right.

MS. THOMSEN: Thank you.

COMMISSIONER REINSCH: Let me ask Dr. Dohner a question
because | don't want to deprive him of the opportunity to say
something in this round.

You have mentioned what the IMF is working on and we've
actually had a briefing with the IMF. Is the Treasury Department
satisfied with the progress that the IMF is making in developing
whatever it is that it's developing?

DR. DOHNER: 1 think we're satisfied with the progress that's
being made and with the participation. We think good progress is
being made by the IMF, with the participation of the sovereign wealth
funds. We don't have an exact time table. 1 think it's reasonable to
expect that something would be finished by the time of the annual
meetings in the fall in October.

COMMISSIONER REINSCH: The fall annual meeting rather
than the spring?

DR. DOHNER: Yes.

COMMISSIONER REINSCH: All right. Thank you very much.

HEARING COCHAIR MULLOY: Thank you. Chairman Wortzel
has let me know that at 11:10, we're going to close this panel off and
move on. So fellow commissioners, if you can get in and out because
there are more than one who wants to ask a question.

Commissioner Blumenthal.

COMMISSIONER BLUMENTHAL: Thank you very much for
your testimony. We're chartered to look at the national security
implications of our growing economic relations, and obviously this
gets more and more complicated as our economic relations go to new
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levels and we get more intertwined with the Chinese economy.

This testimony is very useful. When | look at Dr. Dohner's
testimony about potential concerns, | guess you pointed to some
hypothetical national security concerns that would then be covered by
CFIUS, and some other questions of market volatility.

I'm trying to figure out where we should focus our efforts in
terms of our work. Is this the sort of thing you think that with
sovereign wealth funds that the need for CFIUS will be greater or more
robust than in the absence of sovereign wealth funds because of certain
types of acquisitions?

Another reason | ask is because so far it seems that the Chinese
sovereign wealth fund has made an attempt to purchase or purchased
some financial positions. So you pointed to hypothetical concerns
about national security concerns, but is this something that one can
foresee becoming more of a national security issue in the sense of
buying companies with the types of technology we'd rather China
didn't have?

DR. DOHNER: Certainly, any kind of acquisition of a stake in
an American company that carries with it an element of control,
whether it's done by a private firm or a government firm, whether it's
done by a sovereign wealth fund or a state-owned enterprise, if that
transaction poses national security considerations, then it is subject to
review by CFIUS.

I think it's important to remember that sovereign wealth funds
are one channel or one conduit by which governments can deploy their
resources and they're not the resources themselves. Sovereign wealth
funds do pose certain issues, both for national security and for
financial market stability, and for the maintenance of open investment
regimes, that we've tried to identify and we're thinking closely about.

COMMISSIONER BLUMENTHAL: Of those, which ones most
concern you? You've laid out concerns that I think are hypothetical
concerns, and I'm trying to get a roadmap for how we should focus our
work as we think about this. But of the ones you mentioned, financial
volatility, potential CFIUS issues, what do you think people who focus
on this issue should be most worried about?

DR. DOHNER: In answering that question, | can speak to the
things that I know, which are economics and financial issues. | think
the greatest risk that we have identified is the possibility of the rise of
sovereign wealth funds would lead to a protectionist reaction in a
number of places that would restrict international investment and thus
diminish the benefits that our country and other countries get from
open investment regimes.

We at the Treasury are obviously also very sensitive to anything
that would affect financial market stability and so we've looked very
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closely at the implications of sovereign wealth funds for financial
market stability.

Here the existence of large holdings indicates the importance of
transparency, both so that actual movements of holdings don't disrupt
markets, but also so that market perceptions or perceived movements
of holdings by sovereign wealth funds don't affect markets.

COMMISSIONER BLUMENTHAL: Thank you. My time is up, |
think.

HEARING COCHAIR MULLOY: Thank you, Commissioner
Blumenthal. Commissioner Bartholomew.

VICE CHAIRMAN BARTHOLOMEW: Thank you very much and
thank you to our witnesses for coming today. We really appreciate
your appearance and your testimony. These are complicated questions
and it's interesting that everybody is focused on sovereign wealth
funds. But of course one of the reasons that there's so much concern is
because of the nature of the Chinese government and the nature of the
Chinese economy. | think a lot of these questions were actually
summed up yesterday in a Wall Street Journal article entitled "China
Shows Savvy in Rio Tinto Deal,” and it really brought up a number of
the issues:

It isn't a sovereign wealth fund deal, but it is a purchase by a
company that is a Chinese state-owned enterprise. The CEO of that
company is noted in the article for being a member of the Chinese
Communist Party. 1 think he's an alternate to the Central Committee,
and it raises all sorts of questions.

I think it's also important because of the whole nature of
showing savvy. We have found in a lot of the military issues, a lot of
the economic issues, the Chinese are moving ahead. People seem to
continue to be surprised by how quickly they're overcoming barriers,
be it militarily or the economic growth as they're moving up the supply
chain.

So | would ask both of you a simple question. If you're not the
right people in your agencies, let me know, but do you think that you
have the tools, both in terms of the laws that you have and also in
terms of the manpower that you have, to address what | think all of us
can agree is going to be unfolding as an increasingly complex
situation?

DR. DOHNER: That's an excellent question, commissioner. And
I believe that we have the tools that we need to address the issues
raised by sovereign wealth fund investments and by investments by
state-owned enterprises.

However, these issues are issues that we're considering in the
President's Working Group, in our own internal discussions, and we, as
I mentioned, are putting out the revised CFIUS regulations for public
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comment, and would invite comment by you and by others on the
issues that CFIUS review should now face.

MS. THOMSEN: Surely from an enforcement perspective, | do
think we have the tools and indeed I think it is a positive development
that the Chinese securities regulators have now signed the 10SCO
MMOUs, and those kinds of developments are things that we look
forward to and will need, and so from that perspective I think we do
have those resources, but it is something.

The world is changing; it's getting bigger, and we all have
broader jurisdictions. So it's something we have to keep our eye on.

VICE CHAIRMAN BARTHOLOMEW: Okay. So we will keep in
touch with you. Ms. Thomsen, | would like to acknowledge the work
of the SEC in this Dow Jones case. It was politically well-connected
and wealthy individuals who were involved. | think it should be
acknowledged that it was through Hong Kong that the cooperation
happened. | have my own doubts as to whether if it had been based in
Beijing, you necessarily would have gotten the cooperation that you
got in this, but | think that it's certainly important to recognize the
success that you've had with this.

We look forward to working with you both as things move
forward.

HEARING COCHAIR MULLOY: Thank you, Commissioner
Bartholomew. Before we turn to our last questioner, Commissioner
Shea, | just want to thank Chairman Cox and Commissioner Casey for
having you available. 1 think you put into the record the statements
that Commissioner Cox has made up at the Kennedy School and then
the other speech he made. Those are well worth people reading
because he's saying normally we don't want our own government
controlling our economy. There are concerns in his mind. Then why
are we letting foreign governments buy chunks of our economy? |
think that's a very important issue and it was raised here by some of
the congressional representatives.

Secondly, Mr. Dohner, I just note that in the report that was put
out by the McKinsey & Company called "The New Power Brokers,"
dated October 2007, the question was how do the Asians accumulate
this money so rapidly? And at least according to the McKinsey, its
report said that because they're managing their currencies. They're
intervening in currency markets to prevent appreciation of their own
currency and for Asia, quote, "This system has assured the success of
their export-led growth model and continuous and growing current
account surplus with the United States.™

That's the McKinsey Company. So when Treasury says their
biggest worry is protectionist reaction in the United States, | think we
ought to get policies, not protectionist policies, but we have to have
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policies to deal with this type of behavior on the part of others
because you can see where it's taking us.

Commissioner Shea.

DR. DOHNER: May | comment?

COMMISSIONER SHEA: Sure.

DR. DOHNER: Thank you very much, Commissioner Mulloy.
Countries run balance of payments surpluses because they have an
excess of domestic saving over domestic investment. And Asian
countries have accumulated large balance of payment surpluses, large
reserves, over the past ten years because investment has never,
investment in countries outside of China has never really recovered
from the Asian financial crisis.

The situation in China is different. China's investment is high,
but Chinese saving is very high, and this reflects the fact that the
social safety net is very weak, that there are limited financial services
available to households, and that state-owned enterprises pay very
little in dividends. In fact, these are factors that you pointed out in
your annual report in 2007.

The foreign exchange rate levels of these countries facilitate the
accumulation of balance of payment surpluses and reserves, but they
are not in themselves responsible for the excess of domestic savings
over domestic investment.

Our discussion in China in particular has emphasized the need
for China to rebalance the sources of their growth, to reduce domestic
savings, to reduce their current account surplus, and also to increase
currency flexibility, which will be an important part of bringing this
rebalancing about.

This is true of our discussions with China. It's also true of our
discussions with a variety of Asian countries.

HEARING COCHAIR MULLOY: Thank you. Commissioner
Shea.

CHAIRMAN WORTZEL: | want to thank both Ms. Thomsen and
Dr. Dohner. | appreciate your testimony, your patience in allowing
our members of Congress to get through theirs, and the forbearance of
your agencies and departments in getting you here. Thank you very
much.

DR. DOHNER: My pleasure. Thank you.

MS. THOMSEN: Thank you very much.

CHAIRMAN WORTZEL: We'll reconvene at 11:15.

[Whereupon, a short recess was taken.]

PANEL Ill: OVERVIEW

CHAIRMAN WORTZEL: This Commission intended and
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designed this third panel as a broad overview of the topic from three
well-qualified experts. [I’Il introduce them in the order that they will
speak.

First is Brad Setser. He's an economist with expertise in
finance, global capital flows and emerging economies. He's a fellow
for Geoeconomics at the Council on Foreign Relations.

Dr. Setser is the author of several publications including the
political economy of sovereign debt restructuring mechanism, oil and
global adjustment, and the political economy of sovereign debt
restructuring--you got that in there twice, Brad. I'm just reading here.

DR. SETSER: | know.

CHAIRMAN WORTZEL: That's all right.

DR. SETSER: Always embarrassing when your own bio is--

CHAIRMAN WORTZEL: That's okay. It's great. Dr. Setser
earned his Bachelor of Arts degree from Harvard University, his DEA
from the Institute des Etudes Politiques in Paris. Did | do that right?
I'm a Chinese linguist. And his Master's of Philosophy and Doctor of
Philosophy degree from Oxford University.

Second, Dr. Peter Navarro. He's a Professor of Business at the
Merage School of Public Policy at the University of California Irvine.
Professor Navarro graduated from Tufts University in 1972, served in
the Peace Corps in Southeast Asia from '73 to '76, and after working as
an environmental and policy analyst in Washington, he received a
Master's in Public Administration from the John F. Kennedy School at
Harvard and a Ph.D. in Economics at Harvard.

He writes frequently in economic, energy and environmental
issues. He's the author of five books on economics and public policy
including The Dimming of America, The Policy Game, and The Coming
China Wars. And I think this is your second time testifying here.

And third is Dr. Michael Martin, an analyst in Asian Trade and
Finance for the Congressional Research Service with the Library of
Congress. His professional career has included work in China, Japan,
Hong Kong and Vietnam.

From 1994 to 1998, he was the Assistant Chief Economist for the
Hong Kong Trade Development Council and taught at Hong Kong
Baptist University, Doshisha University in Kyoto, Japan, Colby
College and Tufts. He holds a B.A. in Economics from Michigan State
University, and an M.A. and Ph.D. from the University of
Massachusetts in Amherst.

So with that, it will be seven minutes of oral testimony each and
then we'll move into a round of questioning from the commissioners,
the first of which will come from Commissioner Shea because | cut
him off.

Dr. Setser.
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STATEMENT OF DR. BRAD SETSER, FELLOW FOR
GEOECONOMICS, COUNCIL ON FOREIGN RELATIONS
NEW YORK, NEW YORK

DR. SETSER: 1 want to thank the Commission for giving me the
opportunity to testify here today on sovereign wealth funds. It's a
very timely hearing.

The prominence of sovereign wealth funds stems from the
combination of high oil prices and in Asia extensive exchange rate
management. This together with the adoption of investment strategies
that have raised the public profile of many long-established funds has
elevated the salience of their activities and their economic importance.

Today's global economy, as | mentioned, is marked by an
unusual combination of large current account surpluses in both East
Asia and in the oil-importing economies, even though East Asia itself
is an oil-importing economy.

The simultaneous presence of a large surplus in both Asia and
the oil-exporting economies differentiates today's era of high oil
prices from the 1970s. The large current account surpluses in both
regions are largely financing a build up of foreign assets by their
respective governments, not financing private capital outflows.

As former Assistant Secretary of the Treasury Ted Truman noted,
recent developments have shifted wealth toward countries with
different conceptions of the rule of government in their economic and
financial systems than in the United States.

Until recently, though, the friction or the potential tensions, |
think, intrinsic in that shift have been minimized by the fact that most
of the increase in official assets globally has come in the form of
central bank reserves and that these reserves have been invested fairly
conservatively.

For all the attention that the $40 billion that various sovereign
wealth funds have injected into large U.S. and European financial
institutions over the past several months, legitimately so since it is
comparable in size to the amount of money that the IMF lent to the
emerging markets back in the late 1990s--so it's a big sum of money—
that investment is still quite small relative to the likely $1.2 trillion
increase in the foreign exchange reserves of the, mostly in the
emerging world. The orders of magnitude are completely different.

A lack of transparency makes it difficult to assess precisely how
much sovereign wealth funds added to their assets in 2007, but it is
reasonable to think that the total sum is roughly $200 billion, again,
far smaller than the increase in the assets of foreign central banks.

If overall official asset accumulation, though, continues at
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something like its current pace, a pace of well in excess of $1 trillion,
and if more of that increase is managed by sovereign wealth funds, as
many investment banks now anticipate, the pace of growth of
sovereign funds will increase dramatically.

These broad global trends apply with particular force to China.
China's government right now is adding at least $400 billion a year to
its foreign assets and perhaps up to $600 billion. There is a certain
amount of uncertainty about the scale of the build up of the foreign
exchange assets of the Chinese state banks.

Right now the China Investment Corporation only manages a
very small share of the total stock of Chinese investment abroad.
Separating out the funds that the CIC injected into the state banks, I
would put that total at the end of 2007 at only about $20 billion.
However, going forward, it is reasonable to think that the CIC will
account for a much larger share of the total outward investment of
China and hence the focus of this hearing.

My remarks are going to be organized into two broad parts. The
first briefly is going to make some general observations about
sovereign wealth funds. The second will focus more specifically on
the CIC.

As | think Robert Dohner mentioned, sovereign wealth funds
originate in three different ways: first, from the fiscal surplus of
commodity exporters; second, from a decision to manage a portion of a
country's foreign exchange rates more aggressively; and then third, and
this wasn't mentioned, the proceeds from the successful privatization
of state enterprises sometimes are handed over to a sovereign wealth
fund, or if a sovereign fund, which previously had managed the state
sector domestically, if some of those companies are successful, and
there's a partial divestment, that fund may morph into an international
investment manager.

While all sovereign funds manage money for governments, |
think the differences among sovereign funds are far more striking than
their similarities. This is a reflection of the fact that very diverse sets
of countries have large funds. Norway and Chile, transparent
democracies, are going to have different kinds of funds than the funds
of countries with different political systems.

I think sovereign funds can be differentiated along five different
criteria. The first is their mandate and investment style. Some
sovereign funds are very close to being pure money managers that try
to replicate the returns of a broad index. Others are willing to make
concentrated bets on individual companies. Some funds have a
mandate that is exclusively getting the highest risk-adjusted return.
Others have a mandate that includes promoting to the extent possible
local economic development subject to the constraints that they have
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to invest abroad.

Second, the funds can be differentiated on their transparency.
Ted Truman's work here is the gold standard. | think there's a
reasonably strong correlation between the level of transparency of a
sovereign fund and the level of democracy or political openness of that
fund, of the country that hosts the fund.

Third criteria is the size, and again, self-evident that a $700
billion fund, which is a reasonable estimate for the size of the current
largest-existing fund, that of Abu Dhabi, is going to raise different
issues globally, than a $10 billion fund. And a fund that is growing at
$100 billion a year is going to raise different issues than a fund that's
growing by $1 billion a year.

Fourth criteria would be the wealth of the host country, and here
I think it is important to differentiate China from many of the large
existing funds. The average PPP exchange per capita GDP of the
countries with the big funds now is probably around $50,000.

China's average per capita GDP on PPP terms is more like
$5,000. There is a meaningful difference. China is the first poor
country that will have a large fund.

And then finally, the geopolitical position of the country from
which the fund comes. Funds from small city states aligned with the
United States are going to raise different sets of issues than funds
from large countries with broader regional or global aspirations. |
think that's a statement of fact. How exactly that plays into the policy
debate is a much more difficult issue.

The activities of the China Investment Corporation, | think, are
going to raise a particularly vexing set of issues, both for China and
for the countries that will be receiving investment. That is a
reflection of the fact that the CIC is potentially quite large. While it
is currently small, the foreign assets of China's government, as |
mentioned, are growing by 500, 600 billion a year, and it is reasonable
to think that a meaningful fraction of that could be managed by the
CIC, which would change its nature.

It also reflects the fact that China itself is a country which looks
quite different from the countries that have existing funds. | wanted to
conclude and wrap up by highlighting | think four characteristics of
the CIC apart from its size that differentiate it.

The first, the CIC is indirectly financed by debt issuance, not by
a commodity fiscal surplus. That means that in effect it has a degree
of leverage because it has to generate enough returns to pay the debt
that the Finance Ministry has issued in order to buy the foreign
exchange that it is managing.

Second, it is taking an unusually high level of exchange rate risk
because of its role supporting China's currency policy. It's issuing
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